There is a longstanding debate as to whether changes in shareholder-level 
dends, including the improving economy, the rise in firms' cash holdings as alternate investments have declined, and the increased demand for better measures of earnings quality. Second, and perhaps more importantly, even if the increased dividends over the last several years are a direct result of the temporary tax cut, it does not necessarily mean that making the dividend tax cut permanent will continue to yield the same results.
In fact, the effect of a permanent dividend tax cut may be very different from that of a temporary dividend tax cut. In the short run, under a temporary tax cut, there is a general consensus that dividends should rise. 16 This is because of the understanding that dividends will be subject to higher rates when the tax cut expires. In the long run, however, under a permanent dividend tax cut, there is substantial disagreement as to whether taxes influence dividend policy. 17 Under the traditional or "old" view, taxes affect dividend policy, with the cost of the tax balanced against the nontax benefits of the dividend in signaling profitability and in constraining managerial discretion to misuse free cash flow. 18 Consequently, any reduction in taxes should increase the flow of dividends. This is the view that appears to have motivated dividend tax cut proponents. 19 By contrast, under the "new" view, firms set dividend policy independently of shareholder tax considerations, on the assumption that all profits will eventually be distributed to shareholders in transactions taxed at the same rate, regardless of when paid. 20 This suggests that under normal circumstances a change in dividend policy that is understood to be permanent should have no effect on dividend policy. It is only under a temporary dividend tax cut, where the assumption of constant rates no longer holds, that dividend policy would take taxes into account. Thus, the new view is that dividends would increase until the cut is made permanent, at which point tax would no longer be relevant and dividends would either stop rising or even fall as firms seek to replenish cash holdings. 16 19. See Blouin et al., supra note 14, at 3 ("This 'old view' logic underlies President Bush's assertion at the signing that '[t]he bill also allows for dividend income to be taxed at a lower rate. This will encourage more companies to pay dividends . . . .'").
20. 
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While there is evidence to support both views, recent empirical studies, including comparative studies of the effect of taxes on dividend policy over extended periods in other countries, indicate that the new view might have the upper hand. This is particularly true with respect to the large public companies that often make up the bulk of dividend payers. This suggests that the tax cut may no longer have a significant effect on dividends if it is made permanent. At the very least, the notion that a permanent dividend tax cut would have the same effect on dividends over the long run is much more controversial than the consensus about the short-term effects of the 2003 dividend tax cut would suggest.
The implication is not that the impermanence of the dividend tax cut should be maintained as long as possible so as to continue to reap any benefits from a rise in dividends. Nor is it that we should necessarily raise the dividend tax rates to maintain two layers of tax as part of our classical system of corporate taxation. Rather, it is that the impulse to influence corporate behavior via tax laws should be resisted as either futile or potentially counterproductive. Part I discusses the circumstances that led to President Bush's proposal for dividend tax reform and outlines the legislation that was adopted. Part II critically examines the evidence suggesting dividends have risen in the two years following the enactment of the cut, noting that a variety of factors may mitigate the size of the increase and its connection to the dividend tax cut. In Part III, the article reviews recent corporate finance scholarship on the relationship between taxes and dividend payout rates, and notes that the temporary nature of the 2003 cut, combined with comparative empirical evidence on the short-and long-term relationship between dividends and taxes, should call into question any push to make the cut permanent based on the recent rise in dividends. While there is other evidence in favor of the traditional view, the question is far from settled. The article briefly concludes in Part IV by suggesting some possible policy implications.
I. THE JOBS AND GROWTH TAX RELIEF RECONCILIATION ACT OF 2003
In January of 2003, President Bush announced a proposal to eliminate the double taxation of corporate income. 21 At the time, corporate income was subject to two levels of tax. First, it was taxed at the corporate level through the corporate income tax, which had a maximum rate of 35% for income in excess of $10 million. 22 Second, upon distribution as a dividend, corporate income was subject to another tax imposed at the shareholder level at the shareholder's marginal rate of as much as 38.6%. 23 This system of double taxation for dividends has long been derided as unfair and inefficient. 24 Corporations could resort to repurchasing stock from its own shareholders as an alternative to distributing corporate income as a dividend. Share repurchases are generally treated as sales or exchanges under the current system. 25 Thus, they are taxed at the preferential capital gains rates, and shareholders are not taxed on the amount that represents their "basis," or original investment, in the stock.
Under Bush's proposal, income would have been subject to the corporate income tax as under the current regime, but dividends on that income would have been exempt from the shareholder income tax. The goal of the proposal was to tax income "once and only once," which had been the mantra of the 1992 Treasury Integration plan upon which the Bush proposal was patterned. 26 One significant factor prompting the Bush proposal was the desire to increase dividends and thereby improve corporate governance. In the year preceding the release of Bush's proposal, many commentators had clamored for tax reform designed to reverse the downward trend in dividend payouts that was blamed on the double taxation of dividends. 27 Bush's proposal sought to address this concern. According to the Joint Committee on Taxation's Blue Book on Integration, which was released in connection with the Bush announcement, the tendency to retain earn-23. Id. § § 1, 301, 316. 24. It is considered unfair because it makes no distinction between shareholders at different marginal rates, and it is considered inefficient because it distinguishes between corporate and noncorporate investments and thereby distorts investment decisions. See CHARLES E. MCLURE, JR., MUST CORPORATE INCOME BE TAXED TWICE? 2-3 (1979); Michael J. Graetz 27. See, e.g., Editorial, Bring Back Dividends, WALL ST. J., Aug. 6, 2002, at A20 ("There is, however, one big problem with dividends: The government taxes them twice . . . . Little wonder then that over the past decade or so, as investors become more sensitive to taxes, they start rewarding companies for retaining earnings instead of paying out dividends."); James Glassman, Liberate the Dividend, AM. ENTERPRISE, Sept. 2002, at 13; James K. Glassman, Numbers You Can Trust, WASH. POST, Feb. 10, 2002, at H1 ("Unfortunately, dividends are getting more scarce . . . . Double taxation encourages companies to hold on to most of what they earn, whether the companies really need the money or not."); Paul Gompers et al., This Tax Cut Will Pay Dividends, WALL ST. J., Aug. 13, 2002, at A20 ("At the top of his agenda should be the elimination of one of the most detrimental taxes in our economythe corporate dividend tax. The sharp decline in cash dividends on common stocks over the past decade has been the major cause of the woes bedeviling the stock market."); Edward J. ings "lessens the pressure on corporate managers to undertake only the most productive investments because corporate investments funded by retained earnings may receive less scrutiny than investments funded by outside equity or debt financing."
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The theory was that by cutting dividend taxes, firms would increase dividend payments and this would result in improved corporate governance. Commenting on the Bush proposal, the Joint Economic Committee predicted that reducing dividend tax rates "would change managerial behavior."
29 According to the Committee, "paying dividends rather than retaining earnings would become a more attractive proposition for companies; this change would promote a more efficient allocation of capital and give shareholders, rather than executives, a greater degree of control over how a company's resources are used." 30 Many economists believed that this predicted change in the locus of control over retained earnings would lessen the temptation for managers to engage in "empirebuilding" with retained earnings. 31 The Council of Economic Advisers concluded that the President's proposal might resolve this issue by increasing the dividend payout rate by as much as four percentage points. 32 Ultimately, the President's proposal was scaled back. It still constituted, however, the most significant reduction of the double tax burden in the post-World War II era. Under the Jobs and Growth Tax Reconciliation Act of 2003, "qualified dividend income" is taxed at the same rate as capital gains.
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Dividend income is considered qualified if it comes from a taxable domestic corporation, and if the recipient has held the corporation's shares upon which the dividend was paid for at least sixty days during the one hundred and twenty day period starting sixty days prior to the ex-dividend date. 34 When coupled with the reduction of the maximum capital gains rate from 20% to 15%, 35 the tax rate on dividends thus was cut by more than half for taxpayers subject to the top individual rates. 36 The new law also closed the gap in tax treatment between dividends and share repurchases. Both are now subject to the same 15% rate, although share repurchases are taxed only to the extent the distribution exceeds the shareholder's basis in his stock, while dividends are taxed as to the entire distribution. Although the change in the tax treatment of dividends was substantial, it was only temporary. Under the terms of the legislation, the dividend tax cut expires on December 31, 2010.
37 Therefore, unless Congress acts to extend it before then, the rate of tax on dividends once again will jump up to the ordinary income rate starting in 2011. This kind of a sunset provision in tax legislation is a fairly recent innovation (or gimmick, depending upon your perspective), but it is one that has been used in each of the last three major tax reductions enacted during President Bush's first and second terms in office. 38 Sunset provisions were developed to get around the so-called Byrd Rule. 39 During the early 1990s, there was a heightened concern for the growing federal deficits. Tax legislation was scored for its revenue effects to ensure that any revenue losses would be offset with sufficient revenue gains to be considered deficit-neutral. To minimize the apparent revenue losses associated with tax cuts, legislators would push the losses to future years even as Congress progressively increased the budget windows against which these tax provisions were evaluated. The Byrd Rule was adopted to inhibit the ability of Congress to play games with deficit projections. 40 Under the Byrd Rule, senators may object to consideration of reconciliation bills (which include most tax bills) that would increase the deficit in the years outside the budget window. 41 It takes a vote of at least sixty senators to waive the objection and continue with the reconciliation process. 42 Thus, while a bare majority is necessary to pass the tax legislation in the first instance, a supermajority is required to make it permanent. President Bush and his allies have already expressed their intention to make the dividend tax cut permanent. The prevailing view, however, appears to be that permanently extending the dividend tax cut is far from certain. 43 Despite the temporary nature of the dividend tax cut, it was still considered an effective response to the retained earnings issue. The House Ways & Means Committee, in its Report commenting on the final bill, highlighted the concern over retained earnings:
[P]resent law, by taxing dividend income at a higher rate than income from capital gains, encourages corporations to retain earnings rather than to distribute them as taxable dividends. If dividends are discouraged, the shareholder may prefer that corporate management retain and reinvest earnings rather than pay out dividends, even if the shareholder might have an alternative use for the funds that could offer a higher rate of return than that earned on the retained earnings.
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By placing dividends on virtually the same footing as capital gains, 45 the hope was that corporations would not be subject to the pressure to reflect all gains in the stock price, but would instead be encouraged to distribute more dividends.
II. DIVIDENDS SINCE THE DIVIDEND TAX CUT
Proponents of the dividend tax cut point to the rise in dividends in the last two years as evidence of the legislation's success. Not only have aggregate dividends increased, but many prominent companies have initiated regular dividend payments for the first time. Moreover, several empirical studies conducted in the immediate aftermath of the cut have found a statistical connection between the legislation and the rise in dividends. It may be too soon, however, to accept this evidence uncritically. While these studies have garnered significant attention in both academic circles and the popular press, they are not wholly accepted. A variety of factors may also have influenced the rise in dividends, and the rise itself may be an illusion caused by the decline in previous years.
A. The Rise in Dividends
Dividends have risen substantially in the last two years. This is true both in terms of the aggregate amount paid as well as in the number of increases in regular dividend payout rates. Among S&P 500 companies, dividends rose from a then-record $160. Even the day after President Bush announced his proposal for dividend tax reform, Microsoft stated it had no plans to initiate a dividend.
55
Within a few weeks, however, Microsoft reversed course and announced that it would be declaring a small, but regular, quarterly dividend. 56 Although the amount was paltry considering the size of its war chest, 57 Microsoft doubled the size of its regular dividend the following summer at the same time that it announced its record special dividend.
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B. Connecting the Dividend Tax Cut with the Rise in Dividends
There is anecdotal evidence that the dividend tax cut helped spur the rise in dividends in some firms. One chief executive explained that "[b]efore, it was inefficient to pay large dividends. They were taxed too high. Now, we're paying out about 50 percent of our earnings," (compared with 17% before the change in the law).
59 Another company's director of investor relations conceded that when her company was decid- 
C. Critiquing the Connection
While the evidence connecting the rise in the dividends to the dividend tax cut is strong, it is not conclusive. Some companies, for instance, have denied that their dividend was based on the tax cut. Microsoft explained that "[t]he resolution of a significant portion of the U.S. and state antitrust matters reduced some of the uncertainty" that had prompted them to refrain from depleting their surplus with dividends. 65 According to one report, "Microsoft said its dividend decision wasn't influenced by President Bush's tax plan, though the company said in a statement that it welcomes 'the general effort by the administration and Congress to stimulate the economy.'" 66 Similarly, Costco's chief financial officer dismissed claims that its decision to start paying a dividend in 2003 was because of the tax cut. "I don't think it had much to do with changes in tax law," he said. "That was more an afterthought." 67 Survey data suggests that this dismissive attitude toward shareholder-level tax consequences is widely held by managers. 68 One survey of 384 financial executives found that "taxes are a second-order payout 60. Weisman, supra note 10 (quoting Maria Quillard, senior director of investor relations at Xilinx, Inc. According to the study's authors, the same result was found in a survey conducted after the dividend tax cut: "A follow-up survey conducted in June 2003, after tax legislation passed that reduced dividend taxation, reinforces the second-order importance of taxation. More than two-thirds of the executives in that survey say that the dividend tax reduction would definitely not or probably not affect their decisions." 70 Further evidence of the disconnect between the tax cut and the rise in dividends is that dividends began to rise as long as two to three years prior to enactment of the cut. Brandon Julio and David Ikenberry systematically analyzed dividend trends in the years before and after the dividend tax cut was enacted. 71 They concluded that the shift in dividend payout policies preceded the dividend tax cut, with dividend-paying firms generally beginning to increase their payout rates at least two years earlier, and, in the case of large-cap firms, at least three years prior to the tax cut. 72 Even when firms started paying dividends in 2003, it is not clear that their prime motivation was the tax cut. Microsoft, the poster child for new dividend payers, declared its first regular quarterly dividend in January of 2003, which was soon after President Bush announced his proposal to eliminate the dividend tax, but long before its eventual passage in watered-down form four months later. Given the reluctance of companies to stop paying or to reduce a regular dividend once it has started, 73 as well as the uncertainty that President Bush's proposal would be adopted in any form, 74 it is unlikely that Microsoft or any other firm making a dividend announcement in early 2003 was substantially influenced by the actual prospect of a dividend tax cut as opposed to the public relations benefit from the timing of its announcement. This appears to be a significant increase, except that as Poterba explains, the net dividend increase percentage was 39.4% in 2000 and 43% in 1999. 78 Given that the latter two years were years in which the dividend tax treatment was unchanged, it may be that some other factors were at work.
It is also not clear that the increase in dividends represents an increase in overall payouts, as opposed to a mere reshuffling of money between share repurchases and dividends. In a study conducted by Gene Amromin, Paul Harrison, Nellie Liang, and Steve Sharpe, the authors found that among S&P 1500 firms that initiated a dividend in 2003, 68% had repurchased shares the previous year and 78% of those firms reduced their repurchases in 2003 after initiating a dividend. 79 While twothirds of the firms who initiated a dividend actually increased total payout in 2003, this was relatively weak compared to the 89% of firms that both initiated and increased total payout during the years between 1993 and 2002. 80 For firms that increased their dividends in 2003, less than half actually increased their total payout as a result of the increase in dividends. 81 The implication is that the dividends crowded out share repurchases.
Finally, the empirical studies connecting the tax cut and the rise in dividends are themselves not unequivocal. In one of the studies, Blouin, Raedy, and Shackelford noted that we are hesitant to conclude that tax rates caused dividends to increase. We are particularly cautious because the economy improved during the same period that the legislation took effect and the business press was regularly reporting that the market was looking to dividends, rather than earnings, to assess firm quality.
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In another study, Chetty and Saez conceded that their study might not prove the causal link between the tax cut and the rise in dividends, noting that "major accounting fraud scandals in 
D. Non-Tax Cut Explanations
The equivocal nature of the empirical studies done to date may reveal a fundamental weakness in the connection between the dividend tax cut and any change in dividend activity during the post-cut period. There are a variety of factors that appear to suggest alternative explanations for the rise in dividends. While none of these other possible explanations by itself eliminates the link between the tax cut and the rise in dividends, in the aggregate they should give pause to those who have concluded that the recent increase in dividend payouts is prima facie evidence in support of making the dividend tax cut permanent.
Maturity Hypothesis
One possible explanation for the rise in dividends is that many of the previous nonpayers-heavily dominated by the technology sectorstarted entering a more mature period of growth. This "maturity hypothesis," as it has been dubbed, posits that the survivors in a competitive market like the high-technology industry will mature and develop a combination of stabilized cash flows and declining investment opportunities, both of which are conducive to dividend initiations. 85 Brandon Julio and David Ikenberry found that while the tax cut did seem to be associated with a rise in dividend initiations, other factors such as the maturity hypothesis appear to be at work as well. 86 Anecdotally, the profiles of new dividend payers seem to support this maturity hypothesis. Microsoft, the poster child for new dividend payers, was entering a new phase of its lifecycle as it transitioned from a growth company to a growth and investment company. A similar story could be told about some of the other new dividend payers and dividend Unit, Research Paper, forthcoming) (finding that "life cycle factors are fundamental to the initiation decisions, i.e., firms that initiate dividends are mature firms," but that "market sentiment plays a significant role in the initiation decision" as well).
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raisers, such as Qualcomm, Clear Channel, and Intel. In fact, one of the criticisms of the Julio and Ikenberry study's conclusions about when dividends began to rise-that the reversal in dividend trends in 2000 reflects the de-listing of some of the immature technology companies 87 -further supports this notion that the remaining S&P 500 companies are more in the traditional income mold than the upstart growth-only mold of the previous decade.
Rise in Cash Holdings
A second possible explanation for the rise in dividends may be the explosion in cash holdings following a period of renewed economic growth and perhaps a declining appetite for debt or excessive risk. According to Commerce Department data, pretax profit among U.S. companies more than doubled between 2001 and 2005. 88 As a result, cash and short-term investments skyrocketed in recent years. 89 Excluding financial services business, 90 at the end of 1999, S&P 500 firms retained $260 billion. 91 By the same time in 2003, that number had almost doubled to just under $500 billion and it increased again to $594 billion by year-end 2004.
92 Through the first nine months of 2005, the cash holdings jumped even further to over $650 billion, 93 more than a 50% increase in the last several years. 94 Companies such as Exxon and Microsoft were each holding more than $34-36 billion in cash. 95 When you expand the base to include the top 1500 S&P firms, the amount accumulated in cash and cash equivalents is approximately $900 billion.
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In percentage terms, cash on hand rose to close to 10% for nonfinancial companies, which is far above the historical average of 6%.
97 Approximately one-87. See Chetty & Saez, supra note 14, at 795 (contending that the reversal in dividend trends in 2000 is due to the change in the composition of the firms in the sample because of the de-listing of immature technology firms after the stock market crash). This is consistent with the notion that the maturation process is long and gradual and therefore unlikely to be hastened on a firm-level by a single event or change in economic environment. From an economist's perspective, this accumulation of free cash flow, combined with a lack of a clear plan on how firms plan to spend it, should prompt firms to distribute the residual cash as dividends. 99 To the extent that it does not, there may be an agency problem, prompting shareholder activists to pressure corporate managers to spend the cash on, among other things, higher dividends. 100 Thus, some hedge funds have teamed with traditional money managers to demand that cash-rich firms return some of that cash to shareholders. 101 Even in the absence of such pressure, though, the mere absence of suitable alternative investments may prompt firms to increase their dividend payments. While this could send the negative signal that firms have "nothing to do with their money," it may also reflect that they are taking a pause after the bursting of the dot-com bubble and the subsequent revelations of corporate scandals.
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There is some empirical data to support the intuition that the rise in cash holdings may be at least partially responsible for the rise in dividend payments. Gustavo Grullon, Roni Michaely, and Bhaskaran Swaminathan examined the capital expenditures and cash holdings of firms that changed their dividend rate between 1967 and 1993. 103 They found that firms that increase their dividend payments experience a significant drop in capital expenditures and levels of cash holdings over the succeeding three years. 104 Conversely, firms that decreased their dividend payments started to increase their capital expenditures and enjoyed a significant rise in cash holdings. 105 The authors concluded that "these results are consistent with the idea that dividend-increasing firms have less investment needs and hence more free cash flows. Consequently, dividendincreasing firms pay out dividends to reduce their excess cash and to reduce overinvestment." 106 ments that are not property considered cash-equivalents because they are neither "short-term" nor highly liquid. 
Change in the Composition of Investors
As nearly every commentator mentions, the dividend tax cut reduced the shareholder-level tax on dividends to 15%, 107 but this does not mean that the tax cut benefited all shareholders equally. The effect of the dividend tax cut depends on each shareholder's relative after-tax preference for dividends versus capital gains, which can be expressed as the shareholder's tax preference ratio. 108 In calculating a shareholder's tax preference, a ratio of 1.00 would indicate that the taxpayer was indifferent between receiving a dollar in dividends or a dollar in capital gains. A ratio greater than 1.00 would indicate a preference for receiving a dollar in dividends, and a ratio less than 1.00 would indicate a preference for receiving a dollar of capital gains.
The dividend tax cut had the greatest effect on the tax preference ratio for individual shareholders. According to James Poterba, the weighted average individual or household investor tax preference ratio increased from 0.711 in 2002 to 0.845 in 2003 upon the enactment of the dividend tax cut. 109 This increase meant that although individuals still preferred a dollar of capital gains over a dollar of dividends, that preference was substantially reduced. In fact, the only time the individual tax preference ratio for dividends was higher was in 1929 and 1930, when the ratio was 0.902 and 0.912, respectively, due in large part to the significantly reduced average marginal tax rate resulting from the Depression.
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While the tax preference ratio suggested that the dividend tax cut resulted in an increased preference for dividends among the average individual taxpayer, or at least a reduced aversion to them, this only tells part of the story. Individual stock ownership has been declining for years, from the late 1960s when it accounted for over 80% of all corporate equity, to today when it accounts for at most only 57% of all equity.
111 Even this figure may be inflated, however, because it includes stock owned by individuals through mutual funds. 112 are still subject to tax as a result of stock held in mutual funds, it is not clear that mutual fund managers are influenced by investor tax preferences in developing the composition of their funds. 113 If stock owned indirectly by individuals via mutual funds is excluded, then individual ownership drops from 57% to 44%. 114 The remainder of corporate stock is owned by a combination of corporations and institutional investors, including pension funds and nonprofit organizations such as universities and hospitals. These groups generally receive more dividends than all other investors combined. 115 For corporations, the tax preference ratio remained largely unchanged between 2002 and 2003. 116 This is because the dividend tax cut applied only to individuals, and it did not affect the fact that corporations are entitled to exclude from income some or all of the dividend income received, and they are not eligible for a capital gains preference. For taxexempt organizations, the tax preference ratio is 1.00 because both pension funds and nonprofits are tax-exempt and therefore subject to zero rate taxes on both dividends and capital gains. 117 As one bank investment officer observed, part of the reason dividend paying stocks have not suddenly become popular is that "the Bush tax cut applied to individuals, but not to pension funds or foundations, which represent a huge part of the investment community and tend to be more active investors than individuals. Such institutional investors never paid dividend taxes and are no more interested in dividends than they were before." 118 Even for individuals, though, the average rate for all taxpayers may not adequately measure the true effect of the dividend tax cut on individuals who actually own stock. Poterba, for example, calculates his tax preference parameter using a 27.3% average household federal marginal income tax rate and a 5% average capital gains rate for 2002, and a 15% average household federal marginal income tax rate and a 4% capital 113 119 This calculation assumes that the average tax rate for all taxpayers is the same as the average tax rate for all individual shareholders. However, some shareholders may be zero bracket taxpayers, 120 either because they have sufficient losses from other activities or because they are foreign residents not taxable in the United States.
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For these shareholders, the dividend tax cut should have had no effect.
Notwithstanding the decline in the ownership and influence of individual stockholders, at least one group of individuals may have been significantly influenced by the dividend tax cut and were capable of doing something about it. This group consists of managers, who often hold large amounts of their own firm's stock and therefore stand to benefit significantly from the dividend tax cut. Some studies have concluded that firm dividend policies are driven in large part by the tax preferences of insiders, which in the past has meant a preference for stock repurchases over dividends. 122 In light of the 2003 Act's reduction of the gap between the tax treatment of dividends and repurchases, though, observers have suggested that managers may be swayed by their personal tax consequences rather than shareholder interest in setting dividend policy. 123 To avoid this connection, Bill Gates announced that he was giving his $3 billion share of Microsoft's record special dividend to his charitable foundation.
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On the other hand, the desire to distribute dividends among managers who own stock is counterbalanced by the disincentive to distribute dividends among managers who hold non-price-protected stock options instead of stock. studied 1350 of the largest publicly traded firms to determine whether managerial stock and option ownership had an effect on whether dividend payout decisions were influenced by the tax cut.
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The authors found a significant difference between firms whose managers held only stock versus those whose managers held only options, concluding that a company whose managers held only stock were twenty percentage points more likely to raise dividends after the tax cut than a company with managers who held only stock options. 127 This was a striking result given that they found no difference between such firms in the pre-dividend tax cut years.
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Others have reached similar conclusions about the concentrated effect of the dividend tax cut. In their study of dividend policy after the 2003 dividend tax cut, Chetty and Saez found that dividend increases were concentrated in corporations with at least one of the following three elements present: (1) taxable executives with stock rather than unexercised stock options; (2) taxable institutional owners with large blocks of stock; or (3) taxable individuals with large blocks of stock and seats on the board of directors.
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By contrast, Chetty and Saez found that in firms controlled by a "non-affected entity," which was defined to include institutional investors like pension funds, insurance companies, nonprofit organizations, and nonfinancial corporations, the dividend policy remained constant pre-and post-dividend tax cut. 130 Perhaps most importantly, they found that taxable individual stockholders who were not executives or directors had no effect on dividend policy. 131 Blouin, Raedy, and Shackelford confirm this result, concluding that "the mere presence of large number[s] of individual investors in the shareholder group was insufficient to alter dividend policy." 133 They found that an increase in the tax preference for dividends among individual shareholders, as occurred with the 2003 dividend tax cut, was associated with an increase in the use of restricted stock and a decrease in the use of stock options in executive compensation packages. 134 The authors attribute this association to the fact that restricted stock, which is stock that is limited by, for example, a vesting period or a restriction on sale, is dividend-protected in the sense that its value is not limited by dividends, whereas stock options lose their value to the extent that the strike price is not adjusted downward to reflect the reduction of profits in firm coffers.
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This conclusion, however, may not adequately take into account a corporate governance-motivated explanation for the rise of restricted stock in executive compensation. For example, Aboody and Kasznik acknowledge that the switch to restricted stock may have reflected the decision of many firms to expense stock options in the wake of the Enron and WorldCom scandals.
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This decision was part of an overall campaign to discourage the use of options on corporate governance grounds. The knock against options was that they encouraged a short-term focus. 137 Restricted stock, once criticized as "pay for breathing" because it rewarded job retention and not performance, 138 does not incentivize executives to engage in short-term manipulation of the stock price.
139 It therefore does not encourage executives to engage in overly risky investments in an attempt to resuscitate options that are under water. 140 Consequently, even before the dividend tax cut was enacted, shareholder activists started pushing companies to shift from stock options to restricted stock. 141 Even if the short-term rise in dividends was partly or primarily a product of the dividend tax cut, it is not entirely clear that making the dividend tax permanent will have the same consequences over the long run. It essentially depends upon the resolution of a thirty-year-old debate in finance theory over the effect of taxes on corporate payout decisions. The "puzzle" is why corporations pay dividends at all when they are taxed twice under the classical system employed in the United States. 143 Two views have attained prominence: (1) the traditional view, which is that taxes influence dividend policy, but do not eliminate dividends because of the nontax benefits; and (2) the new view, also sometimes more descriptively called the "tax capitalization" or "trapped equity" view, 144 which is that there is generally no such effect from a permanent change in tax rate.
A. Traditional View
The traditional view is that because the marginal source of funds for corporations is from the public market rather than from retained earnings, firms need to pay dividends despite the tax costs in order to continue to attract investment. 145 This is explained by the fact that dividends have unique benefits to investors. One such benefit is the dividend's ability to signal profitability to both current and potential shareholders. 144. There is a third view, the "tax irrelevance" view, based on the ability to offset any negative tax consequences through arbitrage. This view appears to have fallen out of favor. tributing a dividend indicates the presence of current or accumulated earnings and profits. 149 Beyond that, however, a special dividend can also be used to inform shareholders about some significant event that differentiates the firm from its competitors, and an increase in a firm's regular dividend can signal some permanent increase in profitability.
A second benefit of paying dividends is the ability to constrain managerial discretion. Corporations are often thought to be plagued by agency costs as a result of the separation of ownership and control. Managers are self-interested agents, and therefore do not always act in the best interests of their principal, the shareholders. 150 In this agency relationship, shareholders must monitor managerial behavior to guard against self-serving behavior. 151 The argument in favor of dividends is that manager-shareholder interests will become better aligned by reducing the cash managers could use to engage in self-serving projects. 152 Instead, managers will be forced to seek funding for such projects in the capital markets where they will be subject to the discipline of outside monitoring.
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Under the traditional view, the assumption is that firms pay dividends until the tax cost on the last dollar of dividends paid exactly equals the nontax benefit from that last dollar of dividends.
154 Lowering dividends by one dollar has tax benefits, but they must be offset by the reduction in informational content to investors or the increase in potential agency costs from the one dollar of retained earnings. Of course, the tax benefits or costs from reducing dividends are not solely a function of the tax on dividends. Retained earnings increase the value of the firm's stock and thus increase the capital gains tax on a potential sale. Therefore, the traditional view would predict that when the tax burden on dividends relative to capital gains decreases, dividends should increase.
155
The dividend tax cut was enacted in 2003 under the assumption that the traditional view is correct. By lowering the tax cost of dividends to equal the tax cost of sales of stock, firms could once again turn to dividends in order to signal quality earnings and restrain managerial discretion. Making the dividend tax cut permanent therefore would permit this free flow of dividends to continue. There are a variety of objections to the traditional view. One criticism is that it assumes firms pay a fairly high cost-in the form of dividend payments-to achieve the signaling of corporate governance benefits. 156 For example, managers could signal profitability and optimism, without incurring the tax cost of dividends, by engaging in share repurchases. 157 Up until the 2003 dividend tax cut, share repurchases were taxed much more favorably than dividends because they were treated as exchanges giving rise to capital gain treatment. A possible explanation is that dividends provide a better signal precisely because they are more costly from a tax perspective. In this sense, the dividend has more "bang for the buck" than a share repurchase. 158 Similarly, boards could better monitor managers rather than forcing them to disgorge free cash flow in order to limit their ability to operate inefficiently. 159 Even if this was implausible, either because boards are ineffective or because they are essentially controlled by management, share repurchases could accomplish the same ends by removing cash from managerial control. One possible advantage to regular dividends is that they precommit managers, 160 whereas share repurchases are not necessarily recurring events. With the advent of standing share repurchase programs, though, it is not clear that this is an inherent dividing line between dividends and share repurchases. In any event, debt might provide an even better check on corporate management than dividends because of the various operating covenants in the debt instruments and because of the presence of active creditor oversight.
161
A more fundamental criticism of the old view is that it presumes firms rely on new share issuances as the marginal source of obtaining funds.
162 This is the key assumption underlying the need to satisfy shareholder demand for dividends. In reality, however, much if not most capital investment by corporations is funded by retained earnings or debt rather than by going back to the public market for new equity. 163 Thus, it is perhaps reasonable to question whether new share issuances would constitute the marginal source of finance. 
B. New View
Under the new view, retained earnings rather than new equity issues constitute the marginal source of funds. 164 Dividends are residual payments from this perspective, used as the principal method of distributing cash after exhausting all other productive investment opportunities, and therefore are paid independently of any shareholder-level tax consequences. 165 The assumption is that all profits of the firm eventually will be distributed to the shareholders and be subject to a second layer of tax, even if that distribution does not take place until liquidation. 166 In this sense, equity is "trapped" in the firm because of the dividend tax, which causes the firm's share price to drop when first instituted. After this lump-sum tax on equity is imposed, however, share prices become competitive with investments in noncorporate entities. In effect, the cost of dividend taxation has already been capitalized in the share price. 167 The implication of the new view is that a dividend tax cut would be a one-time windfall to existing investors because of the rise in share prices, 168 but it would not affect dividend policy. 169 Currently, the tax benefit from deferring a present dividend exactly offsets the tax burden from receiving a future dividend consisting of the original dividend amount plus any earnings on that amount while retained by the corporation. 170 Conversely, the cost of a current dividend distribution is exactly offset by the benefit from avoiding future liability if the current dividend amount were retained and distributed along with the earnings on that amount at a later time. 171 Thus, if the dividend tax rate is permanently changed, it will be changed in both periods. Because of this assumption of symmetry under the new view, there should be no effect on dividend payouts from a change in investor-level tax rates.
This logic is supported by the following example illustrated in table  A. 172 Assume a corporation has $100 in posttax earnings in Year 1 when the corporate and shareholder tax rates for both dividends and ordinary 164 Expressed algebraically, a current dividend of amount A would yield (1 -t) * A, at tax rate t. This amount would compound to (1 -t) * A * (1 + r) y in y years. Similarly, if the corporation retains amount A, it would compound after y years to A * (1 + r) y , which when distributed would leave shareholders with (1 -t) * A * (1 + r) y . See id. 172. This example is derived from ALI REPORT, supra note 145, at 29 (example 2). UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2007 income are 30% and the pretax rate of return inside and outside of the corporation is 10%. Assume also that these rates will remain stable throughout the period. The corporation can either retain the earnings for investment, the principal and earnings of which would be distributed as a dividend sometime in the future, or it can distribute them currently.
If it chooses the former option and invests the $100 for ten years, it will have $197 to distribute to shareholders in Year 10. 173 After paying the second layer of tax on the dividend, shareholders would end up with a net amount of $138. 174 Alternatively, if the corporation chooses the later option and distributes an immediate dividend of the $100 in Year 1, the shareholder would receive only $70 after the shareholder-level tax. Invested at the 10% rate of return for ten years, though, the shareholder will once again end up with an after-tax net amount of $138 in Year 10. This result is different, however, if the dividend tax is cut only temporarily, as was true with the 2003 reform. Under the previous example, assume the dividend tax rate was expected to rise from 30% to 50% in Year 10, and all participants knew about this scheduled rise prior to making their decisions about what to do with the earnings in Year 1. If the $100 were distributed currently, the shareholder would receive $70, which it could invest for ten years and net $138. If, however, the corporation retained the $100, the result would be very different. The corporation's after-tax investment of $100 would still rise to $197 over the ten-173. $100 * (1.07) 10 = $197. The deferral of shareholder tax liability therefore would no longer offset the future tax liability on the investment of the earnings in the case of a dividend tax cut with an expiration date. 177 This removal of the assumption of rate parity would suddenly make taxes relevant to the dividend decision under the new view. In this circumstance, it becomes beneficial to pay dividends now rather than wait and have them subject to the higher tax later. This is particularly true because corporate managers and their shareholders know at the time the dividend tax cut is announced that the current reduction in the dividend tax rates may not be matched by the same rate in any future period, absent future legislation to make the cut permanent.
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Under the new view, therefore, the temporary nature of the dividend tax cut may account for the rise in dividends in the last two years. ] temporary increase in the dividend tax rate does raise the cost of paying dividends in this case, for it reduces the opportunity cost of funds more than the ultimate burden on the returns to investment."); Harris et al., supra note 167, at 569 n.1 (noting that while it is true that dividend policy would be unaffected by dividend taxes "for a constant dividend tax; unanticipated temporary changes in the dividend tax would affect payout decisions"). On the other hand, Chetty and Saez suggest that the fact that the rise in dividends has been characterized more by increases in regular rather than special dividends-Microsoft's huge special dividend notwithstanding-may suggest that companies believe the Making the dividend tax cut permanent, though, would only restore the equivalence between the tax benefit of current deferral and the tax cost of future distribution. Thus, any bump in dividend payouts as a result of the temporary dividend tax cut would also be temporary under the new view.
One of the principal criticisms of the new view is its assumption that corporate earnings eventually will be distributed to shareholders as a dividend. Specifically, the rise in share repurchases over the last two decades implies that there is an alternate, lower-tax route to paying dividends. 179 Share repurchases are taxed as exchanges giving rise to capital gains treatment on the amount in excess of the shareholder's basis or original cost, while up until 2003 dividends were taxed as ordinary income transactions for the full amount of the distribution. 180 Many commentators have suggested that the presence of share repurchases may call into question the basic principles of the new view. 181 The notion is that if earnings can be distributed to shareholders in a tax-advantaged, nondividend payment, then, contrary to the new view, dividends are not paid simply because firms have no other method of getting cash to shareholders.
While the share repurchase objection to the new view has intuitive appeal, it recently has been found to be lacking in several respects.
182
The primary flaw in the argument is that share repurchases are not an adequate substitute for dividends. First, unlike dividends, share repurchases cannot be done pro rata without being characterized by the Internal Revenue Service as "essentially equivalent to a dividend" and subjected to dividend treatment for tax purposes. 183 Second, share repurchases are used differently than dividends for nontax reasons. Several studies recently confirmed this, noting that share repurchases are not being used as substitutes for dividends, but rather as a supplement to dividends by firms wishing to pay special one-time amounts.
184 If divicut will be permanent. Chetty & Saez, supra note 14, at 828. Of course, it also may indicate that the rise in dividends was unrelated to the tax cut. dends and share repurchases are not in practice being used interchangeably, and cannot be from a tax perspective, then this objection to the new view has less merit.
C. Which View Is More Accurate?
The traditional view suggests that making the dividend tax cuts permanent should keep dividends flowing, while the new view suggests that a permanent cut might not have the same effect as a temporary cut. In fact, under the new view the rise in dividends that occurred with a temporary dividend tax cut may cease if the tax cut is made permanent. Dividend payouts might even drop, as firms attempt to retain more earnings to rebuild cash holdings depleted by greater than normal dividend payments. The question, then, is which view more accurately describes actual firm dividend policy.
Changing Consensus
A decade or so ago, the consensus was that the traditional view had the upper hand, 185 based primarily on a study by James Poterba and Lawrence Summers that connected tax changes to dividend payout rates in the United Kingdom over a thirty-year period. 186 In fact, during President George Bush's administration in the early 1990s, the Treasury relied on the traditional view in recommending integration of the corporate and individual income taxes as a method of removing the bias against dividends.
187
In recent years, the traditional view's hold on public finance theory appears to be weakening. the arguments against the new view and found them "inconclusive, based either on unnecessarily restrictive representations of the new view or on questionable collateral assumptions." 189 In their own study of the effect of dividend tax policy on marginal incentives, they concluded that many firms "do vary their dividends in response to cash flow, investment, and debt," rather than in response to dividend taxation. 190 In another recent study, Mihir Desai and Austan Goolsbee examined the effect of dividend tax policy on marginal investment incentives. 191 This work addressed one of the key assumptions of the new view that dividends are residual payments made after all other investment alternatives are exhausted. If a change in dividend taxes affects investments, this would appear to dispute the residual payment argument. According to Desai and Goolsbee, however, " [o] ur results show that the dividend tax cut, despite its high revenue cost, had minimal, if any, impact on marginal investment incentives. The results strongly favor the 'new' view of dividend taxation in which such taxes are capitalized into share prices and do not affect marginal incentives." 
Recent Empirical Evidence
In addition to the studies cited above, a number of recent papers have attempted to test directly whether dividend taxes influence payout policy, based on U.S. and comparative data. The results have been mixed, although the weight of authority tends to support the new view.
a. United States
In a recent study based on U.S. data, Poterba found empirical support for the traditional view. Poterba examined the historical relationship between a shareholder's dividend tax preference and dividend payout rates in the United States between 1929 and 2003. 193 In his study, which was based on annual aggregate dividend payments from the National Income and Product Accounts for all entities required to file federal corporate tax returns, 194 Poterba found that "the relative tax burden on dividends and on capital gains affects the share of earnings that is dissystem during the period under study undercuts its ability to serve as a test of the traditional view. See Harris et al., supra note 167, at 573 n.6; see also tributed as dividends." 195 Poterba also concluded, however, that "shortrun changes" in the dividend tax preference should "have a small and statistically insignificantly [sic] effect on aggregate dividends."
196 The recent empirical evidence of a sharp increase in dividends following the dividend tax cut would appear to contradict this finding, 197 although Poterba suggests that "[i]t is difficult to draw strong conclusions from this time-series evidence." 198 Furthermore, Poterba's study relies on average marginal rates. As discussed above, many taxpayers are not affected at all by the 2003 dividend tax cut and they may be the most influential group of taxpayers. One of the limitations of the empirical data regarding the effect of taxes on dividend policy in the United States has been the paucity of changes to the tax treatment of dividends over the last half-century. 200 The 2003 dividend tax cut is perhaps the only relevant change over that period. Other developments involved marginal rate changes that affected not only the taxation of dividends, but also the value of the interest deduction and other related factors. 201 Even under Poterba's estimation of the dividend tax parameter for individuals, the investor tax preference has never gone above 1.00, indicating that capital gains have always been preferable to dividends in America.
202
By contrast to the United States, the United Kingdom has significantly changed its tax treatment of dividends many times since World War II through a variety of modifications of its taxation of companies. The individual investor tax preference ratio has ranged from a low of 0.04 in 1949 to a high of 1.33 between 1988 and 1993, before settling in at its current 1.11 in 1997. 203 Moreover, pension funds have had a tax preference ratio that has been at 1.00 for two periods in the last fifty years, with a preference for dividends in the other years. 204 Thus, the United Kingdom provides a valuable laboratory to test the question of whether tax has an effect on dividend policy over the long run.
The U.K. experience of late is even more revealing in discussing the current question of dividend tax permanence in the United States. As with the United States, the United Kingdom has experienced a burst of dividend payments recently. 205 In absolute terms, the aggregate amount of U.K. dividend payments has increased 30% in the last five years, from £35 billion in 1999 to £46 billion in 2004. 206 Moreover, the annual rate of increase in dividend payments has risen from 10% in 1999 to 12% in 2004, after a low of 4% in 2003. 207 What is most striking about this rise in dividends is that it follows on the heels of a major corporate tax reform in the United Kingdom that moved in the opposite direction of the U.S. reform. 208 Since 1973, the United Kingdom has operated an imputation-style corporate tax system that provides shareholders with a credit for a portion of the taxes paid at the corporate level. 209 The credit could then be used to offset part of the tax due on the dividend received. 210 For shareholders who owed no tax, the credit was refundable up until recently. 211 This proved particularly attractive to pension funds, which constituted some of the most powerful shareholders in the United Kingdom. 212 In 1997, however, the credit was reduced from 20% to 10% and, as of 1997 for pension funds and 1999 for all other shareholders, the credit was made nonrefundable.
213
All of these changes appeared to push the United Kingdom closer to the classical corporate tax system that President Bush sought to eliminate with his proposal for making dividends tax-exempt. This would appear to refute any connection between dividend tax cuts and dividend increases, although perhaps it is too recent of a change to make a definitive assessment.
In a separate paper with two coauthors in the United Kingdom, 214 we studied dividend policy in the United Kingdom over the last fifty years to determine whether taxes had any influence over a more extended period. 216 This is based on the classical double tax system in place in the United States throughout the last fifty years and in the United Kingdom between 1965 and 1973. Under this regime, both retained and distributed earnings are treated the same for tax purposes, so a dividend does not alter a firm's total tax burden or its posttax income. 217 Other than during its brief foray with the classical system, the U.K.'s tax regime does not support the use of net dividends and profits figures. Between 1947 and 1958, for example, the United Kingdom taxed distributed corporate profits at a higher rate than retained profits. 218 Similarly, between 1973 and 1997, U.K. companies operated under the Advance Corporation Tax (ACT) system. 219 The ACT had to be paid when dividends were distributed, but it could be credited against the firm's regular tax liability, if any, or carried over to subsequent years.
220
In the latter case, it meant that the firm's aggregate tax liability was higher if it paid dividends than if it retained those funds. 221 To address this potential distortion caused by dividend payouts, we recalculated profits on a "zero distribution profits" basis, as if no dividends were distributed. 222 We also used gross dividends to reflect the fact that dividends in an imputation system are grossed up by the amount of tax due, which is a more accurate measure of corporate dividend policy than measuring what shareholders actually received.
223
To determine whether tax law-induced changes in individual investor tax preferences affected dividend policy, we created a dividend tax preference variable (DTP). DTP represents the preference a top marginal rate taxpayer will have for receiving dividends rather than capital gains. 224 This methodology is identical to that used in the Poterba and Summers study, 225 which in turn is based on Mervyn King's 1977 study of dividends, tax, and other aspects of U.K. corporate behavior. 226 We deviated from their approach, however, in two noteworthy respects. First, rather than using weighted average marginal rates, which rely on interpolated estimates of shareholder composition that may understate the influence of certain groups of taxpayers, we followed other studies in calculating DTP by focusing on the position of a taxpayer falling into the top income tax bracket.
227
In a second deviation from previous studies, we created an additional variable, pension dividend tax preference (PTP), which represents the preference a tax-exempt pension fund taxpayer will have for receiving dividends rather than capital gains. 228 This step was important because, at least in the United Kingdom if not in the United States as well, the institutional investor is an increasingly powerful force as a shareholder. Individuals used to dominate the U.K. share market, owning nearly 66% of all equities as of 1957. 229 This figure has dropped steadily since then, however, from 54% in 1963 to 38% in 1975 and 18% in 1993. 230 Over the same period, pension fund ownership of U.K. corporate equities, which was only 3% in 1957, has grown from 6% in 1963 to 17% in 1975 and 30% in 1993. 231 Pensions also may have more power and interest than their share ownership figures suggest. While tax-exempt institutional investors are nonaffected entities in the United States, that was not the case for most of the period under study in the United Kingdom. Pensions were not only tax-exempt; they also had the right to claim a refund for any tax credit generated as a result of dividends paid. 232 This meant that the indirect tax burden on pension fund investment in companies was less for dividends than for retained earnings. This refundable credit was worth approximately £2.5 billion per year in the mid-1990s, 233 before it was abolished in 1997. 234 Thus, pensions had a tax-based interest in having firms maintain and increase dividend payments. Given that companies may determine dividend policy with the tax position of key investors such as pension funds in mind, 235 it is useful to independently determine the pension dividend-tax preference.
To test whether firm dividend policy was affected by changes in the tax laws, we augmented a modified version of John Lintner's partial adjustment model to include the DTP and PTP tax variables. 236 Lintner found that managers set dividend policy using dividend smoothing to ensure that dividend adjustments are based on substantial and persistent changes in earnings rather than transitory fluctuations, and are based on long-range target payout ratios. 237 Adding the tax variables allowed us to test whether the tax law changes affected the normal adjustments managers make to dividend policy.
During the period under study, we found a weak statistically significant correlation between the annual real change in dividends and the lag of the DTP variable, effectively measuring the long-term tax burden of dividends to individual investors. 238 There was no such association, however, between current tax changes and current dividends. 239 This suggests that companies adjusted dividend policies in response to long-term trends rather than sudden shifts in policy. Even with the tax lag correlation, however, the chronology calls into question any inference that U.K. firms were setting their dividend policies in response to the tax treatment of individual shareholders. Given the declining percentage of individual ownership discussed earlier, 240 the association between dividends and DTP should have declined over time if it had been based on the status of influential investors. No such trend, however, was evident in the data.
Moreover, the tax treatment of pension funds as measured by the PTP variable, whether measured by current law changes or the long-term tax burden, was not significantly correlated with dividend policy.
241 This is particularly striking given the growing importance of pension funds during the period under study. One possible explanation is that pension funds owned so little corporate equity during the first decade of the study that the results were skewed. Thus, we also tested the correlation between pension fund dividend tax preference and dividends after omitting the earlier years and still found no statistically meaningful connection.
242
These results, while mixed, generally contradict those studies that have concluded that tax is a determinant of dividend policy in the United Kingdom.
243 By separating out the relevant shareholder groups, it is easier to see the presence of potentially spurious connections. Where there UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2007 is, at best, a (weak) correlation with taxpayers in the top marginal rate, it is a connection that flies in the face of the underlying evidence of a declining trend of ownership by individuals. Where there is no correlation with pension funds, it suggests that their growing influence and taxmotivated interest in dividends had no real effect on firm dividend policy.
c. Global Comparisons
One possible qualm about the U.K. data is that it is unique by virtue of the sheer number of corporate tax changes in the last fifty years. It may be that other countries with similar experiences to the United States would be more relevant in addressing the connection between tax and dividend policy. Rafael La Porta, Florencio Lopez-De-Silanes, Andrei Shleifer, and Robert W. Vishny (LLSV) recently looked at this question on a multicountry basis.
244 Unlike the U.K. study, which evaluated one country over an extended period of time, LLSV examined the tax laws and dividend payout ratios of firms in many countries during a single year, 1994.
245
In the study, LLSV examined over four thousand firms in thirtythree countries to ascertain the determinants of dividend policy. 246 Among the factors it investigated was the "dividends tax advantage," defined much like the tax preference ratio as " [t] he ratio of the value, to an outside investor, of US$1 distributed as dividend income to the value of US$1 received in the form of capital gains when kept inside the firm as retained earnings." 247 This derives from the tax parameters developed by King and modified by Poterba and Summers. 248 One of the objectives was to help assess whether the new view or the traditional view better described the effect of taxes on dividends.
249
Much like the U.K. study, the LLSV study fails to establish any tax effect on dividend policy. According to the authors, "we find no conclusive evidence on the effect of taxes on dividend policies."
250 Although there was a positive relationship between tax and all other variables, it was only statistically significant in one of the regressions assessing the ratio of dividends to sales. 251 The authors found the interpretation of this result "highly ambiguous. ited because of the study's ambitious scope, they help to confirm that the rise in dividends that followed the U.S. dividend tax cut may not be sufficient evidence upon which to base further policy decisions.
D. Reconciling the Old and New Views
Proponents of the old and new views are beginning to find common ground in reconciling these competing results. Rather than searching for the view that explains the relationship between tax and dividend policy for all firms, they have begun to think about the distinction in terms of "new view firms" and "old view firms." 253 The idea is that firms are different depending upon their stage of development. For example, new view firms tend to be either very early in their development, with little or no access to capital markets, or they tend to be large, established firms with high bond ratings and a ready supply of retained earnings.
254
In both cases, these types of firms are at a point in their development when they are likely to finance investments with retained earnings or debt rather than with the proceeds from stock offerings. Because the dividend tax is already reflected in the price of the outstanding shares, the dividend payout rates of these firms will not fluctuate with tax policy. Thus, they can be characterized as firms for which the new view is more descriptively accurate. This does not mean that such new view firmsparticularly large, mature firms-pay fewer dividends. Rather, dividend payments for such firms are comprised of residual funds and will be paid to shareholders regardless of the tax consequences at the shareholder level.
By contrast, the firms that are most likely to issue new shares tend to fall between the two extremes of the infant firm and the longstanding firm. 255 These firms are established enough to have access to the capital markets, but not so much as to have a steady supply of retained earnings available to fund investments. Thus, they are likely to rely on new share issuances where sensitivity to tax rate changes is the greatest.
256 Because of such reliance, these firms are best described as traditional view firms.
This distinction between new and old view firms may help explain the disparity in results among the empirical studies. For example, it may 253. Auerbach & Hassett, supra note 16, at 228-29; see Poterba, supra note 76, at 175 (conceding that "[t]he aggregate evidence does not address potential differences across firms" and citing with approval the argument that "there is likely to be substantial heterogeneity across firms, with only some firms responding to dividend taxes as the traditional view suggests").
254. Auerbach & Hassett, supra note 16, at 228-29; see also ALI REPORT, supra note 145, at 38. The proxies used to evidence capital access were the presence of a bond rating and reported analyst forecasts. Auerbach be that large, well-established firms, which are generally classified as new view firms because of their resort to retained earnings rather than public offerings to finance investment, may not be heavily influenced by tax considerations. To the extent that the dividends of such firms constitute a large percentage of all dividends paid, 257 it would not be surprising to find that a permanent dividend tax cut could be ineffective in changing dividend policy. Similarly, the recent initiation and expansion of dividend programs by high-tech companies is consistent with the new view perspective that a mature company with dwindling productive investment opportunities may pay or increase its dividend as a residual payment. On the other hand, for "middle-aged" firms looking to the public market to raise capital, the dividend tax cut could affect incentives. For all types of firms, however, the rise in dividends over the last several years would be consistent with what both the new and old views would predict would happen in the case of a temporary dividend tax cut.
IV. POLICY IMPLICATIONS
The distinction between temporary and permanent dividend tax cuts and between old view and new view firms may have important implications for current tax policy debates over the use of taxation to influence dividend payout rates. Unless we can create a "permanently impermanent" dividend tax cut, where all types of firms would be affected similarly, it may be time to recognize that this kind of across-the-board attempt to influence corporate dividend behavior through the Code is often futile or even counterproductive.
A. Permanent Impermanence?
One possible conclusion to draw from this distinction between permanent and temporary tax cuts is that we should strive to establish some level of "permanent impermanence." The rationale is that if a temporary dividend tax cut will encourage the payment of dividends regardless of whether the new or old view is more accurate, then the task is to create an environment in which businesses believe that the cut is always temporary. This would be consistent with Congress' recent extension of the dividend tax cut for two years, 258 rather than to extend it permanently. By enacting dividend tax cuts with built-in expiration dates, Congress can theoretically remove the continuous tax rate assumption under the new view and thereby preference current dividends over future dividends.
The difficulty in this permanent impermanence approach is in achieving the proper level of uncertainty for the dividend tax rates. One 257. Cf. Chetty & Saez, supra note 14, at 801 n.9 (finding that "the dividends from the top twenty payers account for half of all dividends paid by all firms in our core sample [of 3807 firms]").
258. See supra note 11.
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extension may be deemed uncertain, but multiple extensions would reassure business that additional extensions are likely. As the probability of an extension grows, the importance of dividend timing will lessen and new view firms may revert to the traditional pattern of using dividends for residual funds. 259 This would effectively replicate our current system. Changes in tax rates are always possible because an existing Congress or President could alter policy or a new Congress or President could take office. 260 Predicting the fate of proposed changes is difficult, however, as evidenced by the market's ups and downs in the months following President Bush's original proposal in January 2003 to exempt dividends from tax. 261 Thus, in the absence of evidence that a specific proposal is likely, businesses can do nothing other than plan under the assumption that the current tax rules will continue.
B. Corporate Governance Through the Tax Code
Because Congress may not be able to continue to rely on temporary tax cuts as a stimulus to dividends, the question emerges whether tax policy has any role as a tool for influencing corporate behavior and corporate governance in the context of dividend policy. Several recent academic papers have asserted that tax can play a role in positively influencing corporate governance and behavior generally, 262 as well as dividend policy more specifically. 263 Moreover, proponents of the integration of corporate and shareholder income taxes assert that double taxation improperly influences corporate behavior by creating a bias against dividends. 264 This is where the distinction between old and new view firms may offer some insight that has so far been missing from the public debate. UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2007 Large, well-established corporations are often the target of corporate governance reformers. This targeting is in part due to the money at stake and in part due to the greater risks coming from the large cash holdings under their control. Under the firm-specific view, however, the dividend policies of such large corporations are likely to be least affected by changes in tax policy because they rely principally on retained earnings as their marginal source of additional funds. Dividends are residual payments according to this view. This negates the prevailing assumption that double taxation hinders dividend payments from such firms. To the extent that large, mature firms have increased their dividend payments in recent years, it has been the result of declining investment opportunities or increasing risk aversion, both of which may have contributed to the large rise in cash holdings. Tax policy changes would be relatively ineffective in influencing corporate behavior and governance for this type of firm.
On the other hand, the firms most likely to change their behavior in response to the dividend tax cut are "middle-aged" firms with access to capital markets but without significant retained earnings to draw down. These firms are more likely to be best characterized by the old view because they tend to rely on public markets as their marginal source of finance. Ironically, however, it is not clear that investors are better off if such firms increase dividends. It is possible that they would prefer if such firms reinvested the earnings at this stage in their development so as to encourage growth through acquisitions and new investments. Perhaps as one indication of this point, recent studies have found that non-dividendpaying firms received higher increases in their share prices as a result of the dividend tax cut than dividend-paying firms, although this is also evidence of the new view more generally. 265 The implication is that attempting to resolve corporate governance concerns through tax changes may be futile or even counterproductive. An across-the-board change such as the 2003 dividend tax cut may be counterproductive by covering midsize firms that might benefit from greater focus on retained earnings and at the very least may suffer from fewer of the corporate governance concerns that appear to plague large companies. By contrast, a narrowly tailored solution would need to focus on larger corporations, but such a change might be futile because these are precisely the types of firms least likely to be affected by tax changes. Finally, the one way to reach potentially all types of firms-via a temporary tax cut-is, by definition, difficult to sustain. Enacting a permanent cut could have the exact opposite effect for large firms by leading them to stop increasing or even to decrease their dividend payments as they rebuild reserves depleted in the last several years through unusually large dividend distributions. Proponents of increased dividends contend that the recent rise demonstrates that the temporary dividend tax cut merits permanent status. Under closer scrutiny, however, this evidence is far from conclusive. It is true that the rise in dividends seems dramatic compared with the preceding years. Several prominent, nonpaying companies such as Microsoft have initiated a dividend and others have increased their dividends significantly. In comparison with historic norms, however, dividend payout rates are still far below average. 266 Furthermore, the connection with the dividend tax cut is not as clear as the recent empirical studies would suggest. Some of the increase in dividends started prior to the dividend tax cut and much of it has been fueled by an improvement in earnings generally. Perhaps more significantly, the tax cut had no effect at all on a significant number of holders of corporate equity. Only individuals were affected by the cut and their ownership percentage has been declining steadily. By contrast, institutional investors were not affected at all and they may be the most influential group of investors on questions of dividend policy. A number of alternative explanations, including the maturation of technology companies and the dramatic increase in cash holdings, may be more responsible for the rise in dividends than the tax cut.
What has been overlooked in at least the public debate over making the dividend tax cuts permanent is the unique effect of the temporary nature of the cut. Although all tax cuts are temporary to some extent because of the ability of a future legislature to reverse them, the 2003 dividend tax cut is distinguishable because it was enacted with an expiration date. Proponents have concluded that the rise in dividends established the supremacy of the traditional view that taxes dampen dividends, given that the new view typically holds that a dividend tax cut should have no effect on dividend policy. The temporary nature of the dividend tax cut, however, negates this conclusion. This aspect of the legislation eliminated the parity between current and future distributions and therefore offered firms an incentive to distribute dividends currently. Recent empirical studies support the new view and imply that a permanent dividend tax cut will not have the same effect as a temporary one. The traditional view itself has had support from empirical data, but the most important insight may be that both views may have currency depending on the nature of the firm involved. This only underscores the need for further study before the current rise in dividends could be viewed as support for making the dividend tax cuts permanent. 
